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ANY AGGREGATE MEASURE of the veloc-
ity of money is a composite of the different
turnover rates of millions of consumers and
businesses. Consequently, such a measure
can change because of shifts in transactions
(or money holdings) among these consum-
ers and businesses as well as because indi-
viduals decide to raise or lower money turn-
over rates. By setting up
reasonably homogeneous
sectors for these transactor
units, one can assess the
relative contribution of
these two causes to trends
and cycles in the turnover
of money that is held by the
nonbank public.
Because of a lack of re-
liable data, it is not pos-
sible at present to provide
velocity measures for all
nonfinancial sectors of the
American economy. But
consumer and corporate nonfinancial trans-
actions, taken together, comprise most non-
financial transactions made by the private
sector. In recent years consumers and corpo-
rations have held about two-thirds of all
money (currency and demand deposits) not
held by commercial banks and other finan-
cial institutions, and their share of changes
in money holdings has normally been even
larger. Moreover, money turnover rates of
the two sectors differ so much from each
other that small alterations in shares of
transactions (or money balances) can and
do explain a large proportion of observed
changes in the rate at which the nonbank
public turns over its money balances. And
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benchmark estimates of velocity rates reveal
much larger differences between the corpo-
rate and consumer sectors than between
large and small corporations or among in-
dustries. Thus, an analysis of combined con-
sumer and corporate velocity may suggest
much of what a complete analysis of all the
nonfinancial sectors would reveal.
In addition, the sector
approach to velocity may
develop refinements in and
modifications of current
theories on the determi-
nants of money holdings.
Partly because of a lack of
adequate data, such theo-
ries have tended to be ex-
tremely aggregative and to
explain all demands for
money by motives appro-
priate exclusively or mainly
to consumers.
Some limitations of the
sector approach are also apparent. Like
total velocity, sector velocity rates focus on
the need for money to lubricate flows of
transactions. Other data are needed to il-
luminate asset demands for money. Statis-
tically, sector velocity estimates are not so
firmly based as those for income velocity
(gross national product or national income
divided by the money supply) or turnover
of demand deposits (debits to demand de-
posits divided by the average level of these
deposits). Thus, the series presented here
must be used with full awareness of the haze
of statistical error surrounding the transac-
tions and money components and of the dif-
ferences between this and other velocity
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concepts in their coverage of transactions
and money.
Also, the consumer and corporate sec-
tors are themselves aggregates of economic
units with differences in behavior patterns
and in the opportunities open to them. For
example, large companies and wealthy con-
sumers have access to an array of money
substitutes such as Treasury bills and open
market commercial paper that small cor-
porations and the bulk of consumers cannot
or do not want to use. The self-employed
have different patterns of money needs from
those of workers and employees. And the
money needs of the former may also be
satisfied in part by their business balances.
1
The interplay between price expectations
and sector velocity rates is not discussed.
Also not covered (because of lack of data)
are the effects of different functional uses of
money. But to the extent that functional and
sector differences in money turnover rates
coincide, intersector shifts in transactions
tend to mirror the underlying shifts in types
of transactions and the way in which the
latter affect aggregate velocity.
NONFINANCIAL VELOCITY AND
OTHER VELOCITY CONCEPTS
The velocity concept used in this article is
termed nonfinancial velocity. It represents
all purchases of goods and services (except
used items) divided by holdings of cur-
rency and demand deposits. Thus, its num-
erator does not include outlays to acquire
financial assets, regardless of whether such
outlays arise from new savings or portfolio
turnover. In the following sections, the word
velocity will represent the nonfinancial ve-
locity concept unless stated otherwise, and
*It should be stressed that consumer money bal-
ances, as defined in the flow of funds accounts and
used in this paper, exclude the estimated money bal-
ances of unincorporated businesses.
nonfinancial expenditures will be designated
as transactions.
There are substantial differences between
this and other velocity concepts in much
wider current use: income velocity and turn-
over of demand deposits. The anatomy of
the three is shown in Table 1. All transac-
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1 Excludes interbank and U. S. Government deposits.
2 For definitions of intermediate and final goods and services, sec
text.
3 Does not include used capital goods, used consumer durable
goods, and used residential housing.
4 Includes exchanges of checks for currency.
tions effected with money are classified into
three types: the goods and services counted
in the national income and product accounts
(final purchases), goods and services not
so counted (intermediate transactions), and
exchanges of money for titles to wealth
(financial transactions). ("Corporations"
means only nonfinancial corporations.)
Conceptual issues. Of these three types of
velocity, turnover of demand deposits is
presently impossible to estimate by sector.
The choice is thus between income velocity
or nonfinancial velocity, and the latter seems
preferable for sector analysis. There are two
reasons for this. First, the velocity concept
relates to the transactions uses of money and
precautionary purposes related to these, and
flows of intermediate goods and services
need money balances to sustain them quite
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as much as do flows of those goods and
services counted in the gross national prod-
uct. For example, why should purchases of
oil to heat houses be counted as transactions
but not purchases of oil to heat stores and
factories?
 2
Secondly, nearly all nonfinancial outlays
by consumers are counted in GNP, while
less than a third of total corporate pay-
ments for goods and services appear in the
national income and product accounts as
wages and salaries, rent, interest, and divi-
dends. Thus, a GNP-type numerator for
velocity would distort the relationship be-
tween the velocity rates of the two sectors as
well as the levels of these rates.
On its own merits, the concept of non-
financial velocity also has much to recom-
mend it. In studying the demand for money,
it is very useful to distinguish between trans-
actions that create and transactions that re-
duce needs for money. All or virtually all
nonfinancial outlays fall in the first category,
while a large share of financial transactions
fall in the second. That share consists of the
exchange of money for near-money assets
(fixed value redeemable claims plus short-
term marketable securities). If more of these
assets are held, less money is needed for pre-
cautionary and other nontransactions pur-
poses, because these assets are highly liquid,
divisible, and stable in value. Hence, a rise
in purchases of such assets tends to reduce
needs for money instead of increasing them.
Nearly all corporate and a substantial part
of consumer transactions in financial assets
2J. M. Keynes expressed much the same view on
the usefulness of the income velocity concept. "It is as
if [one] were to divide the passenger miles travelled
in an hour by passengers in trams by the aggregate
number of passengers in trams and trains and to call
the result *a velocity.'" (A Treatise on Money, 1930,
Vol. 2, p. 24.) In the Treatise, Keynes analyzed veloc-
ity in much the same sectoral terms as is done in this
paper.
consist of the acquisition and sale of these
near-money assets.
Transactions in financial assets other than
claims and short-term marketable securities
do give rise to some demands for money
balances. But there are substantial reasons
for excluding these transactions from the
numerator of velocity, even if one cannot
take the logical next step and eliminate fi-
nancial money balances from the denomi-
nator.
3 Because of the variety and con-
venience of near-money assets, it appears
likely that very small average money bal-
ances are technically required per unit of
transactions in stocks, bonds, and other less
liquid financial assets, although this ratio
may be expected to vary somewhat with
market conditions and expectations.
4
Hence, most financial balances held by
corporations and consumers probably meet
precautionary and other asset needs of their
holders. And such needs have only a tenu-
ous connection with the volume of financial
transactions. These financial balances may
even rise when these transactions fall; for
example, stock or bond market traders may
hold more money than usual while they wait
for unfavorable markets to change. By con-
trast, it would appear very unlikely that a
falling volume of nonfinancial transactions
would generate by itself a rise in demands
for money.
3 In the context of this section, money balances are
defined in terms of their functional use, e.g. support-
ing financial trading or supporting the manufacture of
goods. Of course, many firms and individuals actually
use the same balance for all purposes.
4 An unpublished study by Dick Netzer estimates
gross financial flows by type of financial asset traded,
on a one-time basis. Comparison of these with money
holdings of nonbank financial sectors indicates very
high money turnover rates for these sectors. While
individuals do not have access to the economies of
scale enjoyed by nonbank financial firms, the dis-
cretionary nature of their financial transactions per-
mits them to invest temporarily in near-money assets
those funds earmarked for eventual purchase of other
types of assets.
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It would still be better if one could re-
move both financial transactions and finan-
cial money balances from the components
of velocity, reserving them for separate
study. But for study of the relationship be-
tween transactions and the needs for money
that transactions generate, the removal of
financial transactions from the velocity
numerator appears more essential than re-
moval of financial money balances from the
velocity denominator. And this removal is
accomplished by the nonfinancial velocity
concept.
Details of the series. A technical appendix,
describing sources and methods of compil-
ing and seasonally adjusting nonfinancial
transactions and money balances by sector
is available from the author on request.
Transactions were estimated on a cash
rather than an accrual basis, and they
TABLE 2
NONFINANCIAL TRANSACTIONS, MONEY HOLDINGS, AND VELOCITY OF CORPORATIONS AND CONSUMERS, 1952-62
Quarter



































































































































































































































































































































































































































NOTE.—Money holdings are an average of seasonally adjusted
balance* at end of given and end of preceding quarter. Transactions
are also seasonally adjusted. (The seasonal adjustments differ from
those described in "Flow of Funds Seasonally Adjusted" in the
November 1962 BULLETIN.) Transactions and velocity are at annual
rates. For both money holdings and transactions, combined figures
are the sums of figures for the consumer and the corporate segments.
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cover the expenditure side of sector ac-
counts. Outlays for used durable goods—
homes, buildings, plant, consumer durables,
and producers equipment—are not included
in expenditures, although this would be de-
sirable conceptually, because there is very
little information available on these pur-
chases. Nonprofit organizations are included
in the consumer sector because their trans-
actions cannot be distinguished from those
of consumers in the Federal Reserve flow of
funds accounts.
For each sector, an average of holdings
at the beginning and end of the quarter was
calculated as the money denominator of
velocity, so that holdings would be centered
within the quarter. Each money series was
adjusted for seasonal variation before aver-
aging.
TABLE 3

























NOTE.—Each velocity estimate is at an annual rate. For each sector,
velocity equals estimated nonfinancial expenditures for the quarter
divided by year-end money balances. These estimates are not
seasonally adjusted.
The quarterly series on sector and com-
bined (consumer-corporate) money, trans-
action and velocity begin in 1952 (see
Table 2). In addition, estimates of sector
velocity rates are made for fourth quarters
only, between 1947 and 1952 (Table 3).
CHARACTERISTICS OF SECTOR AND
COMBINED VELOCITY RATES
Corporate velocity is much higher than that
of consumers (see chart). As of the first
1952 1954 1956 1958 1960 1962
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quarter of 1962, it was AVi times greater,
and this proportion was about the same 10
years ago. One reason for this difference is
the more continuous nature of business than
of individual income receipts.
5 The larger
scale of business than of personal transac-
tions also makes it easier for corporations
to match expenditures with receipts. Be-
cause of the fixed element in the costs of
switches between money and near-money
assets, the large size of corporate money
holdings also makes it more profitable for
them than for consumers to maximize their
holdings of interest-earning, near-money as-
sets at the expense of their money balances.
Since most consumers receive their in-
comes at least 12 times a year, only part of
their money balances consists of money held
for the sole purpose of bridging time gaps
between income and expenditures. The
other part consists of money held for pre-
cautionary purposes, which may be defined
as holdings to meet imperfectly foreseen
contingencies and opportunities. Evidently,
such precautionary balances are larger in
the consumer than in the corporate sector,
both in absolute size and as a ratio to income
or expenditures. But very little is known
about the factors influencing the size of these
precautionary holdings.
Table 3 indicates a faster percentage rise
of consumer than corporate velocity up to
about 1952. Thereafter consumer velocity
5 The more continuous the flow of income to a
spending unit, the higher will be the rate at which
this unit turns over its money balances, other things
being equal. For example, consider two individuals,
each of whom has an annual income of $10,000. One
receives his income 10 times a year, the other receives
his 20 times a year. For ease of exposition, assume
that each individual draws down each payment by the
same amount per day after receipt of the payment,
and that both end their payment periods with no cash
at all. Then, the first individual has a money turnover
rate of 20 times a year, the second individual a rate
of 40 times a year.
ceased to rise at a faster rate than corporate
velocity (see Table 2). In absolute terms,
of course, corporate velocity rose consid-
erably more than consumer velocity, even
before and during the Korean War.
The large absolute rise in corporate ve-
locity since 1952 has been due in part to
institutional changes in financial markets
that have made it increasingly easy for many
corporations to hold very little money per
unit of transactions. A striking example is
the development and growth of lending to
U. S. Government security dealers via re-
purchase agreements. These have made it
possible to lend funds idle for very short
periods, with the date of repayment nego-
tiated and with virtually no risk of decline
in capital value.
Other such institutional changes include
the sharp increase of borrowing by sales
finance corporations from nonfinancial cor-
porations and the over-all growth of the
U. S. Government securities market. These
institutional changes have tended to raise
corporate velocity more than consumer ve-
locity, since the new techniques were tail-
ored to the investment needs of holders of
large to very large idle balances.
However, the role of these changes should
not be exaggerated. Richard Selden's study
of annual turnover rates of money in dif-
ferent industries and different sizes of cor-
porations shows that small and medium-
size corporations raised their turnover rates
considerably from 1945 to 1957.
6 Unpub-
lished nonfinancial velocity rates for small
and large manufacturing corporations, com-
piled by this writer, have nearly the same
upward trends between 1952 and 1960.
Small and even medium-size corporations,
9 Richard Selden, "The Postwar Rise in the Velocity
of Money: a Sectoral Analysis," Journal of Finance,
December 1961.
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as a rule, do not use the investment facilities
provided by the institutional changes dis-
cussed above. Thus, there is at least tenta-
tive evidence that a very large share of the
postwar rise in corporate as well as con-
sumer velocity has been due to other factors
than institutional change.
Although both of the sector velocity
series are broadly synchronous with cycles
in GNP, one exception is striking. Corpo-
rate velocity has risen coincidentally with
GNP or one quarter after the three troughs
in GNP since 1952. But consumer velocity
began to rise about a year after each of
these three troughs (see Table 2). While
this contrast may be due in part to a lag
in consumer transactions around these GNP
troughs, a lag in consumer velocity persists
even when troughs in these transactions are
used as cyclical reference points. Another
difference between consumer and corpo-
rate velocity has been the wider amplitude
of cycles in the latter.
AGGREGATION EFFECTS ON
COMBINED VELOCITY
Cycles in aggregate money velocity are af-
fected by either or both of two patterns of
change in the demand for money balances.
Over a cycle, corporations and consumers
may decide to vary the amount of money
which they individually desire to hold per
unit of transactions. And sectors with money
turnover rates that are high or low for struc-
tural and institutional reasons may con-
tribute more to aggregate velocity during
business advances, less during recessions.
This second influence, which is designated
below as the mix effect, may either rein-
force or dampen the cyclical effects of the
first on aggregate velocity.
The mix, that is, the composition, of ag-
gregate velocity can be studied either from
the transactions side or the money side. In
other words, one can look at how the mix
of transactions or the mix of money bal-
ances affects combined velocity. But there
is one restriction. Both effects cannot be
investigated jointly. And except for rare
cases, the use of one definition will not sug-
gest the same mix effects on aggregate ve-
locity as the other definition will.
In the context of this paper, combined
velocity of consumers and corporations is
used as an aggregate velocity series, and
consumers and corporations make up the
two sector components of this aggregate.
Before discussing which approach to mix
is preferable, the results of each will be
presented. A note at the end of this paper
outlines for each approach the index num-
ber technique for separating sector velocity
and sector mix effects on combined velocity.
Using transactions weights. For 1952-61
taken as a whole, mix effects were negligi-
ble.
7 Virtually all of the upward trend in
combined velocity is explained by similar
trends in the sector velocities.
However, these mix effects substantially
reinforced cyclical rises and falls of com-
bined velocity. As shown by Table 2, at
least a third of the recession declines in
combined velocity since 1952 have been
due to mix effects. In the most recent reces-
sion, this effect was powerful enough to
convert what would otherwise have been a
small rise of combined velocity into a fall.
During business advances, mix effects
7 Conclusions have been tested in three ways: by
selecting alternative peak and trough quarters, using
given-period instead of base-period weights, and using
the alternate corporate and consumer expenditure
series described in a mimeographed technical appendix
(available from the author on request). All of these
tests confirmed the results stated in the text, with
only unimportant deviations. The same methods were
used to test conclusions of the following section (using
money weights), with the same outcome.
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were more irregular; they even acted to
slow down the rise in combined velocity
during 1956 and the first three quarters of
1957. But with the exception of this and
the most recent business advance, these ef-
fects reinforced quite noticeably the normal
rise of combined velocity during these ad-
vances.
A perhaps more striking method of dem-
onstrating mix and sector velocity effects
is used in the bottom panel of Table 4.
Instead of showing the separate changes
in the sector velocity and mix components
of combined velocity, this panel shows first
how much money would have been released
or absorbed by consumers and corporations
over different cyclical periods if combined
velocity had not changed. Then, it sepa-
rates this virtual release or absorption of
money into the amounts resulting from the
change in consumer velocity, the change in
corporate velocity, and the shift in the mix
of transactions between the two sectors.
As an example, consider the 1957-58
recession. In the second quarter of 1958
consumers were holding $0.45 billion more
money (an absorption) than they would
have held if consumer velocity had remained
at its peak of the third quarter of 1957.
Similarly, corporations were holding $2.71
billion more money (an absorption) owing
to the fall in their nonfinancial turnover
TABLE 4





























Weighed by first quarter:
Transactions
Money balances
Changes in combined velocity:
Actual (2-1)
Using transactions weights, amount
attributable to:
Changes in sector velocities (3 — 1)..
Changes in transactions mix (2—3).
Using money-balance weights,
amount attributable to:
Changes in sector velocities (4 — 1).
Changes in money mix (2—4)
Total release (+) or absorption (—)...
Causes:





Change in transactions mix with con-
stant sector velocities (both sec-
tors)




























































































































NOTE.—A technical appendix, explaining the derivation of the
formulae used to obtain the data shown, will be sent upon request.
Top panel See text. Changes are in velocity points. Tests have
shown that use of last quarter weights hardly changes the results.
Bottom panel Total release or absorption equals last quarter
transactions divided by first quarter velocity, minus actual money
holdings at end of last quarter. Components do not necessarily add
to totals because of rounding. Transactions weights are used.
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rate after the third 1957 quarter. However,
the sum of these ($3.16 billion) accounted
for only a little over half of the virtual ab-
sorption of money by the combined sector.
The remainder ($2.46 billion) resulted
from a faster decline of corporate than of
consumer transactions during this reces-
sion.
8
Using money weights. When money weights
are used to trace sector mix effects, results
are very different from those of the trans-
actions-weight approach (see Table 4).
During recessions and business advances
(but not over the whole 1952-62 period),
changes in consumer and corporate velocity
rates tended to account for almost all rises
and falls in combined velocity. The only ex-
ception was in the first five quarters of the
1954-57 business upswing. And intersector
transfers of money tended to dampen, not
reinforce, the rise of combined velocity dur-
ing the business advance stage from April
1952 through June 1953.
9
Choice of the appropriate concept of mix.
Thus, mix effects on combined velocity are
quite different, depending on which weights
are used. If money weights are appropriate,
these effects on cycles in combined velocity
have been neutral or even stabilizing. The
lack of uniform behavior within the sectors
clouds results to some extent.
1
0 But even
8 The details of this mix effect might be spelled out.
(Only the net effect is shown in Table 4). In the sec-
ond 1958 quarter, corporate transactions were $18.1
billion lower and consumer transactions $18.1 billion
higher than they would have been if the July-Sept.
1957 composition of combined transactions had not
changed during the following recession. At the sector
velocity rates prevailing in the second quarter of 1958,
this shift in shares of transactions implies a corporate
release of $0.84 billion of money, but a consumer
sector absorption of $3.30 billion of money. The net
result was a combined sector absorption of $2.46 bil-
lion of money due to the mix effect.
9 In other words, combined velocity would have
changed more if the sector shares of combined money
holdings had remained the same.
with this qualification, the money-weight ap-
proach would, if valid, suggest that such
well-known factors as actions of the mone-
tary authorities, the changing money volume
of transactions, changing asset preferences,
and cycles in interest rates offer a complete
explanation of cycles in combined velocity.
But if transactions weights are valid, the
conclusion is substantially different. Besides
the factors mentioned above, the changing
mix of transactions has also contributed sub-
stantially to cycles in combined velocity. Be-
cause transactions of the high-velocity cor-
porate sector have risen and declined faster
than those of the low-velocity consumer sec-
tor during business advances and recessions,
less money was absorbed by both sectors
during advances or released during reces-
sions than if their transactions had changed
at the same rate (or if consumer transac-
tions had fluctuated more than corporate
ones).
For several reasons, transactions weights
appear superior to money weights for in-
terpreting the necessarily ex post statistics
on sector and combined money turnover
rates. If the composition of transactions
shifts in favor of a high-velocity sector, ef-
fects on aggregate demands for money tend
to be direct and fairly immediate.
1
1 Less
money will be required by all sectors to-
1
0 Lack of homogeneity is probably greatest in the
consumer sector. Richard Selden's estimates of annual
turnover rates of money by industry and size of firm
suggest that during recent business cycles, mix effects
have been small within the corporate sector because
of offsets. (Selden, op. cit.) Both cyclically sensitive
and stable industries are found in the higher and lower
velocity groups. Unfortunately, not even benchmark
data are available to construct velocity estimates for
different types of consumers.
1
1 Total money holdings are subsumed under trans-
actions, precautionary, and idle balances in this sec-
tion. As the words "tend to" imply, the exposition
holds constant the money supply and all other vari-
ables except those being discussed. Therefore, a fall
in transactions and precautionary balances means a
rise in idle balances, and vice versa.
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gether for transactions needs and those pre-
cautionary needs associated with flows of
transactions. Therefore, more money will
be held in the form of idle balances. The rise
in idle balances tends to make interest rates
fall, because it creates additional demand
for near-money assets. This decline in in-
terest rates both causes and is ultimately
halted by a rise in borrowing, investment,
and total nonfinancial transactions. (If a
low-velocity sector obtains a larger share of
transactions, the opposite sequence of events
will occur.)
But if the sector composition of money
balances changes, the direction as well as
the magnitude of effects on aggregate trans-
actions and velocity are uncertain. The shift
may result from a sector's being more or
less responsive to changing interest rates on
near-money assets as well as from a need
for more or less transactions money. To the
extent that the first cause prevails, the effect
of such a shift on aggregate transactions and
velocity may be quite different from that
indicated by the money-weight approach.
For example, suppose that one sector has
a high normal rate of money turnover, for
structural and institutional reasons (includ-
ing size of transactor unit). Another sector
has a low normal turnover rate, also for such
reasons. In a typical business advance the
first sector's share of money holdings may
rise or decline, depending on whether it is
respectively less or more responsive than the
second to the rising interest rates that usu-
ally characterize such a period.
1
2 If it is
less responsive, the money-weight approach
would indicate a "mix effect" tending to
raise transactions and velocity. If it is
more responsive, the money-weight ap-
proach would indicate a mix effect tending
to depress transactions and velocity. But
either conclusion would be misleading be-
cause what matters to interest rates and
ultimately the volume of transactions (and
therefore velocity) is the total amount of
idle balances becoming available to sus-




An exception to this conclusion would be
a period when there are virtually no idle
balances (all of the money supply is used
for transactions and related precautionary
purposes). Then a shift of money from a
low- to a high-velocity sector would in fact
permit an increase in total transactions and
velocity; a shift of money in the opposite
direction would tend to force a reduction
in total transactions and velocity. However,
the past 10 years do not fit this description
at all. As Table 2 and the related chart
show, corporate velocity was maintaining its
rate of advance right up to the first quarter
of 1962. From 1957 to 1962, consumer
1
3 The rate at which a sector normally turns over its
money balances may have very little to do with the
sensitivity of marginal balances to changes in interest
rates on near-money assets. For example, large corpo-
rations that turn over money very rapidly may be in-
sensitive to changes in interest rates because costs of
managing their portfolios of short-term marketable
securities are mostly fixed in nature. Such corporations
will tend to maintain money balances at the minimum
level consistent with their management techniques,
whether interest rates are high or low. Only if interest
rates sink to levels that are both very low and expected
to persist for a long time will they hold more money
and fewer securities.
An example of this is a corporation reporting that
it would invest all surplus funds in short-term securi-
ties, provided it could earn between $300 and $400
for each million dollars invested. Even for a period of
investment as short as 15 days, this absolute return is
the equivalent of an interest rate of 0.8 per cent—
considerably below levels reached during the past
three recessions. (Managing Company Cash, Report
99, National Industrial Conference Board).
1
3 This abstracts from changes in the structure of
interest rates resulting from different sector origins of
idle funds released. But such changes in relative rates
would not appear to weaken the broad conclusion.
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velocity was rising at nearly the same rate
as earlier. But a situation in which there are
almost no idle balances strongly suggests
that sector velocity rates would be rising
very slowly, if at all.
1
4
On balance, the transactions-weight ap-
proach to velocity appears much more re-
vealing for the 10 years of monetary history
analyzed in Table 4.
NON-INTEREST-RATE EXPLANATIONS
OF VELOCITY CYCLES
In some studies on the demand for money,
it is maintained or implied that changes in
interest rates are by far the dominant induce-
ment for individuals and businesses to alter
the amount of money they want to hold per
unit of transactions. For example, John
Maynard Keynes and some of his followers
have assumed in their theoretical writings
that the demand for money is determined by
the volume of transactions and the interest
rate. If this is restated in terms of the desired
ratio of money to transactions, the interest




The Keynesian theory qualifies this by
assuming that when an individual's trans-
actions rise, his demand for money not used
1
4 The period assumed in this paragraph is one in
which there are virtually no idle balances. This is the
same as saying that aggregate velocity has reached a
ceiling because all money is in active use. The ceiling
may have an upward slope over time because of in-
novations in managing transactions cash. In the latter
case, velocity could rise slowly.
1
5 Cf. Lawrence Klein, The Keynesian Revolution
(1945), pp. 71-75; Joan Robinson, The Rate of In-
terest and Other Essays (1952), Chapter 1 and pp.
73-76; and Abba Lerner, "Alternative Formulations
of the Rate of Interest," Essays in Economics Anal-
ysis (1953).
Milton Friedman and his followers have tended to
reject strongly the above theory. All theories on the
demand for money (including the Keynesian) rec-
ognize that desired ratios of money to transactions
can and do change in the long run for many reasons.
for transactions purposes remains constant
or rises less than proportionately. Hence, the
ratio which he desires to maintain between
total money holdings and his transactions
tends to fall, ceteris paribus, as transactions
rise.
1
6 But except for this qualification, in-
terest rates are left as the sole determinant
of the ratio defined above.
But in addition to the qualification in the
preceding paragraph, there are two other
broad reasons why the nonbank public's
demand for money should fluctuate over
business cycles less than proportionately to
transactions and quite independently of
cycles in interest rates. Corporations, which
use money balances more efficiently than do
consumers, increase their share of combined
transactions during business advances and
decrease that share during recessions (see
the preceding section). Hence, combined
demand for money tends to rise less than
proportionately to combined transactions
during a business advance and to fall less
than proportionately to combined transac-
tions during a recession.
And quite apart from this composition
effect, there are theoretical reasons why in-
dividual enterprises and consumers would
want to turn over money balances more
rapidly when business is brisk and incomes
are high than when both are depressed.
Economies of scale. As John McCall has
pointed out, an individual's transactions
needs for money (in price-deflated terms)
will not rise or fall by the same proportion
1
8 By the Keynesian analysis, total money holdings
of an individual consist of money needed to sustain
transactions (transactions balances) and money held
for asset purposes (idle balances). As transactions
rise, an individual will increase his transactions bal-
ances by the same proportion, ceteris paribus. But his
idle balances will not rise or will rise by less. Hence,
the ratio of transactions to transactions balances plus
idle balances will rise.
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as his real transactions rise or fall.
1
7 This dif-
ference arises because such needs tend to be
governed by the variance, as well as the sum,
of the time gaps between expenditures and
receipts. If the sum of these gaps changes,
this variance will change by a much smaller
proportion. It should be stressed that this
result of the "law of large numbers" is in-
dependent of the brokerage cost effect dis-
cussed below.
Precautionary needs for money. The vari-
ance as well as the sum of gaps between ex-
penditures and receipts influences transac-
tions demands for money, as noted above.
It is probable that the expected variance,
which is the relevant magnitude influencing
demands for money, tends to increase during
a recession because of rising uncertainty
about when customers and debtors will
make their payments.
1
8 Conversely, a busi-
ness advance is usually characterized by ris-
ing optimism on this score. Hence there will
be less of a need for precautionary money
balances during a business advance, and a
rise in such needs during a recession.
1
7 John J. McCall, "Differences Between the Per-
sonal Demand for Money and the Business Demand
for Money," Journal of Political Economy, August
1960. In unpublished studies quoted by McCall, Gary
Becker and Mary Petty of the Chicago Federal Re-
serve Bank used the same technique as McCall (single-
equation regression) to estimate business and personal
money velocities. Their study analyzed cross-section
data on total transactions and demand deposit hold-
ings by type of holder (business and other), at a
sample of banks in the Chicago Federal Reserve Dis-
trict.
1
8 James Duesenberry reached this conclusion on
changes in the^ proportion between transactions and
liquid assets over a business cycle in a discussion of
a paper by Milton Friedman {Proceedings, American
Economic Rehew, May 1958, p. 528).
However, I would extend this conclusion to money
velocity. For if the expected variance of gaps between
receipts and expenditures grows during a recession, de-
mand for money would be higher, ceteris paribus, by
the same reasoning as that used by Baumol and Tobin
(see next footnote). This higher demand per dollar of
expected transactions would offset in part the decline
of total transactions. Similar reasoning applies to a
business advance.
Fixed costs of investing in money substitutes.
William Baumol and James Tobin have
shown that if one wishes to maximize in-
terest earnings, the fixed element in broker-
age and other monetary and nonmonetary
costs of buying and selling near-money as-
sets makes it profitable not to raise or lower
average holdings of money by the same per-
centage as transactions rise or fall.
1
9 (This
argument is in terms of price-deflated magni-
tudes.) Therefore, velocity will tend to
change in the same direction as transactions,
ceteris paribus, during a business cycle.
In both the Baumol and the Tobin formu-
lations, the level of transactions and the in-
terest rate are independent variables deter-
mining the demand for transactions cash
balances. It follows that the velocity of
money will rise, ceteris paribus, if either
transactions rise (because money needs do
not rise proportionally) or the interest rate
rises (because it pays to hold smaller money
balances, even with the higher brokerage
and other costs accompanying the more
frequent switches between interest-bearing
assets and money.)
These postulated behavior patterns would
tend to make individual enterprises and
consumers reduce money held per dollar of
transactions during a typical business ad-
vance and increase this ratio during a typical
recession. Business advances of the past 15
years have been characterized by a rising
volume of transactions per spending unit
and increasing optimism about the certainty
and dating of receipts due in the future.
Recessions have been characterized by the
1
9 William J. Baumol, "The Transactions Demand
for Cash: An Inventory Theoretic Approach," Quar-
terly Journal of Economics (1952), p. 545; and James
Tobin, "The Interest Elasticity of Transactions De-
mand for Cash," Review of Economics and Statistics
(1956), p. 241. In Baumol's convenient shorthand
formula, the amount of money demanded for trans-
actions purposes is proportional to the square root of
transactions.
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opposite developments. Only empirical re-
search can determine how important these
postulated behavior patterns are with re-
spect to velocity cycles. But currently it
would be as unwise to dismiss them out of





Money turnover rates of economic sectors
can be used for two purposes: to illuminate
the nature and strength of motives for hold-
ing money among businesses and consum-
ers; and to determine, however roughly, how
aggregate velocity has been affected by
changes in the composition of aggregate
transactions and money holdings. To this
end, quarterly time series on a seasonally ad-
justed basis were compiled beginning with
the second quarter of 1952 for nonfinancial
transactions, money holdings, and velocity
of money for consumers and nonfinancial
corporations. (Henceforth, the word trans-
actions is used in place of "nonfinancial
transactions.")
Both consumer and corporate velocity
have risen sharply over this 10 year period.
Corporate velocity grew at virtually the same
rate as consumer velocity did, but its abso-
lute growth was much larger. The rise in
corporate velocity was particularly favored
2
0 A test indicates that Baumol's postulated relation-
ship between desired money balances and the square
root of transactions cannot be dismissed as necessarily
tTivial for the aggregate behavior of money holders.
During most recessions and business advances since
1952, the square root of corporate transactions has
risen or fallen significantly less than transactions
themselves, even when both are price deflated and
adjusted for changes in the corporate population. It
would appear to follow that if the Baumol theory ap-
proximates reality, transactions needs for money have
risen and fallen less than would be indicated by the
conventional theory on transactions needs for money.
The same conclusion was reached for consumer trans-
actions during past business advances, but not during
recessions.
by institutional changes and innovations
which made it increasingly convenient and
profitable to invest idle balances in near-
money assets for short periods. However,
sharp rises in money turnover among con-
sumers and small corporations point to other
factors than innovation and institutional
change as perhaps the major reason for the
upward trends in both consumer and cor-
porate velocity.
Cycles in consumer and corporate veloc-
ity conformed generally to each other and
to cycles in GNP. An exception was a tend-
ency for consumer velocity to rise about a
year after GNP troughs were reached. On
the other hand, corporate velocity began to
rise very shortly after these troughs.
The composition of combined velocity
(that of consumers and corporations to-
gether) can be studied either from the
money or the transactions side. When the
transactions approach is followed, composi-
tion effects are found to have accounted for
a sizable part of cycles in combined velocity.
The money approach yields very different
results: almost all past cycles in combined
velocity can be attributed to the behavior of
the two sector velocity series.
The transactions-mix approach is held to
be preferable because the sectoral distribu-
tion of transactions affects demands for
money much more directly and immediately
than the sectoral distribution of money hold-
ings affects demands for goods and services.
This is because an intersector shift in trans-
actions is sufficient to change the demand
for money in the direction postulated, while
an intersector shift in money holdings may
reflect different sector patterns of asset pref-
erence as well as demand for money balances
to sustain flows of transactions. Only if vir-
tually all money is drawn into the latter use
will intersector shifts of money tend un-
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ambiguously to raise or lower aggregate
transactions and velocity.
A related implication of the transactions-
mix approach to combined velocity is that
cycles in consumer and corporate transac-
tions have tended by themselves to generate
a conforming cycle in combined velocity.
This does not mean that interest-rate
changes over past cycles have not affected
combined velocity very strongly. It only
means that the mix effects have tended to
reinforce the impact of changing interest
rates on combined velocity, making the
latter rise and fall more sharply than it
would have done otherwise.
In addition to the aggregation effect,
there are theoretical reasons to expect that
individuals' demands for money to sustain
flows of transactions (that is, transactions
and precautionary balances) are not inde-
pendent of the scale of their transactions.
When the latter rises, these needs for money
rise less than proportionately. Also, cyclical
shifts of expectations on the certainty and
probable dating of future receipts may tend
to reduce the desired ratio of money bal-
ances to transactions during business ad-
vances and increase this ratio during reces-
sions. Both of these behavior patterns of
individual spending units would tend to raise
velocity during a typical business advance,
reduce it during a recession.
These are theoretical hypotheses, not em-
pirical findings. But if tests establish these
hypotheses as valid and not trivial in their
impact on money holdings, there will be ad-
ditional reasons for inferring that cycles in
interest rates are only one of several deter-
minants of cycles in the amount of money
which the nonbank public desires to hold
per unit of transactions. And if there is a
natural cycle in this ratio, because of aggre-
gation and transactions-scale effects, this
is of some relevance to monetary policy.
TECHNICAL NOTE
In the transactions-mix approach to com-
bined velocity, I constructed an index using
transactions as weights. This index is the
ratio of base- to given-period reciprocals of
sector velocity rates, with a constant weight
applied to each such rate. Using base-period
weights, the index is as follows:
Vi _
Vo
When V is combined velocity, the v's are
sector velocities and the w
9s are transactions
weights (the w of each sector equals its
own transactions divided by aggregate trans-
actions). As is usual in index numbers, the
subscripts denote time. The index shows how
- 1 Wo
combined velocity changes with the weight
factor held constant. The difference between
this change and the actual change in V be-
tween base and given quarter is attributable
to the mix effect.
The money-mix approach to velocity in-
volves a similar index, with money weights.
Using base-period weights for illustration, it
is of the conventional form (given-period
sector velocity rates weighted by base-period
money holdings divided by base-period sec-
tor velocity rates weighted by base-period
money holdings).
Both types of index can use given-period
weights as well as base-period weights. A
technical appendix explaining the formulae
used and their derivation is available from
the author upon request.
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